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MEMORANDUM
From:
To:
Date:
Subject:

Ayalon B. Eliach
NACA Members
January 4, 2018
The Tax Cuts and Jobs Act

This memorandum does not constitute tax advice. It is intended solely as an educational
resource for NACA members to understand some of the issues that the NACA Tax
Initiative currently faces. NACA members are encouraged to evaluate all of the legal issues
presented herein to develop their own views on the subject matter.
On December 22, 2017, the Tax Cuts and Jobs Act (the “Act”)1 was signed into law. The Act
rewrites the Internal Revenue Code (the “Code”) in significant ways. One important aspect of
the Act is the suspension of miscellaneous itemized deductions, a type of “belowtheline”
deduction, for the years 2018 through 2025.2 This suspension temporarily eliminates one of the
only deductions available to many plaintiffs for minimizing the tax impact of shifted attorneys'
fees. This memo explains how this suspension may impact plaintiffs, and revisits two distinct
approaches to fee agreements introduced by the NACA Tax Initiative that may minimize the tax
burden on plaintiffs.
Deductions for Attorneys' Fees
The IRS and the courts have generally taken the position that shifted attorneys' fees are
includible in the plaintiff's income for tax purposes.3 This means that, absent an exception to this
general rule, plaintiffs would usually be taxed on both their share of an award or settlement, as
well as the shifted attorneys' fees.
The most common way for plaintiffs to reduce this tax burden is to deduct the attorneys' fees
from their taxable income. The Code allows for two types of deductions: “above the line” and
“below the line.” Abovetheline deductions generally reduce taxable income dollarfordollar.
Belowtheline deductions, however, are subject to complex rules that minimize their impact.
The two types of abovetheline deductions that plaintiffs have generally used for attorneys' fees
are: (1) the deduction for attorneys' fees incurred in employment or civil rights cases;4 and (2) the

1

P.L. 11597.
Sec. 11045 of the Act.
3
See, e.g., Comm'r v. Banks, 543 U.S. 426 (2005).
4
I.R.C. § 62(a)(20).
2
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deduction for attorneys' fees that constitute ordinary and necessary expenses of the plaintiff's
trade or business.5
These two deductions are not available to many consumer plaintiffs. Therefore, their only option
for deducting attorneys' fees has been a belowtheline deduction for expenses incurred to
produce income.6 This deduction has many limitations: it is restricted to amounts in excess of
2% of the taxpayer's Adjusted Gross Income;7 even when it reduces taxable income, taxpayers
may still lose certain credits;8 and it is not available when calculating the Alternative Minimum
Tax. That said, it often reduces the plaintiff's tax burden, at least partially.
The Act suspends this deduction for the years 2018 to 2025. This means that, in most cases,
plaintiffs can no longer deduct their attorneys' fees unless they are incurred in a civil rights or
employment case, or as an ordinary and necessary expense in the plaintiff's trade or business.
This will likely lead to larger tax bills for many plaintiffs.
Practical Concerns
The theory behind the law is likely to be of less concern to many of your clients than the 1099s
that they receive from defendants in years 2018 to 2025. These 1099s may include attorneys'
fees in addition to your client's portion of the settlement or award.
Your clients' tax returns will likely be audited if they don't account for the full amount on their
1099s. This is because the IRS has a matching system that checks whether income reported to
the IRS through 1099s, W2s, and other reporting documents, matches that reported by taxpayers
on their returns.
If your clients are unable to deduct the attorneys' fees on their tax returns as incurred in a civil
rights or employment case, or as an ordinary and necessary expense of a trade or business, then
they will usually need: (a) to pay taxes on such amounts, or (b) to file addenda to their returns
explaining why they do not believe they should be taxed on the fee portion of the 1099. When
IRS agents audit the return, they will then see the client's position as explained in the addendum
and decide whether they will challenge it. If they do challenge it, the client will need to respond
administratively, through litigation, or both.

5

I.R.C. § 62(a)(1).
I.R.C. § 212.
7
I.R.C. § 67.
8
See, e.g., I.R.C. § 21(a) (credit for child and dependent care expenses); I.R.C. § 22(d) (credit for the elderly or
disabled); I.R.C. § 25A(d) (Hope and Lifetime Learning credits); I.R.C. § 32(a) (Earned Income Tax Credit).
6
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Restructuring Fee Agreements
For years before the Act was passed, the NACA Tax Initiative has been exploring ways to reduce
the tax burden of attorneys' fees on plaintiffs. Because this is an entrenched, longstanding
problem, there is no easy solution.
One possible approach the Tax Initiative has explored is for plaintiff's attorneys to revise their fee
agreements. There are two general ways of revising such agreements. In either case, clients
would need to file addenda to their tax returns explaining why they believe the fee language
allows them to exclude attorneys' fees reflected on their 1099s from their taxable income.
Assignment of Statutory Claim for Attorneys' Fees
The first type of revision ensures that the only transfer from the plaintiff to the attorney is of the
underlying statutory claim for attorneys' fees. The theoretical underpinnings of this approach
have been discussed in earlier memos, but the basic mechanism has been summarized by the IRS
itself:
This Court indicated in Jeff D., however, that a prevailing plaintiff may be free to assign his statutory claim
for attorney's fees to his attorney, see 475 U.S. at 730731 (noting Congress "did not prevent the party from
waiving this eligibility [for attorney's fees] anymore than it legislated against assignment of this right to an
attorney"), and such assignments are not uncommon. Once such an assignment has occurred, courts
generally permit the lawyer to sue on his own behalf to recover his fees, without the participation or consent
of the prevailing party, see, e.g., Carpa, Inc. v. Ward Foods, Inc., 536 F.2d 39, 52 (5th Cir. 1976); Goodman
v. Heublein, Inc., 682 F.2d 44, 4748 (2d Cir. 1982). If such an assignment is viewed as a transfer of the
entirety of the attorney's fee claim to the lawyer, such that the prevailing party retains no meaningful interest
in or control over the claim, then it may be possible to view any recovery on that claim as income only to the
lawyer.9

If such a transfer were successful from a tax perspective, no deduction would be necessary
because the attorneys' fees would not be includible in the plaintiff's taxable income in the first
place.
The NACA Tax Initiative submitted a Private Letter Ruling request to the IRS regarding a fee
agreement structured this way. The IRS declined to rule, rather than ruling favorably or
negatively, so their position on this theory is unclear.
Such an arrangement raises other issues in addition to uncertainty about taxation. These
concerns include, but are not limited to, the validity of the assignment under state law, potential
violations of rules of professional conduct, and tactical considerations, including the possibility
of an increase in Rule 68 offers.

9

Reply Brief for Petitioner at 1920, Comm'r v. Banks, 543 U.S. 426 (2005) (Nos.03892 and 03907) (Emphasis
added).
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